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Introduction
Institutions are defined as the set of rules governing human behaviour (North 1991) . They include both formal and informal rules. Formal rules are legal in nature, and include constitutions, laws, and regulations created and enforced by the government, in response to individuals' needs to organize interactions in society. Informal rules are social in nature, and include traditions and customs, influenced by cultures and beliefs, and evolve with the development of society and human behaviour.
Institutions play an important role in supporting markets and transactions by protecting property rights, enforcing contracts, and facilitating collective action to provide physical and organizational infrastructure (Dixit 2009 ). They create order, reduce uncertainty in the exchange of goods and capital, and help determine the transaction and production costs and thus the feasibility and profitability of engaging in economic activity (North 1991) .
Among the positive outcomes of good institutions is the promotion of integration into the world economy (Rodrik 2008) .In promoting integration into the world economy, capital flows constitute one important integration channel.Property rights protection (PRP)is widely believed and has been empirically found to encourage capital flows and provide incentives for investment and capital exchange.
In empirically examining the influence of domestic institutions on capital flows, empirical studies have focused mostly on domestic PRP institutional functions. 1 , 2 These studies have used indicators of institutional functions quality, which assess actual performance against industrialized countries' first bestperformance.
This assessment approach has been adopted despite the diverging social and political norms between developing and emerging market economies on the one hand, and developed economies on the other. Such approach implies that institutional reforms, if decided on, should in principle bring convergence of domestic institutional functions performance in developing and emerging market economies to that in developed countries. It may also imply that in undertaking institutional reforms, developing and emerging market economies should adopt an 'orthodox' approach of reforming domestic institutions that is believed to achieve the first best, a point that is discussed further below.
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The assessment of institutional function performance against industrialized countries' first best is understandable in light of the intensifying globalization over the past quarter century and the growing importance of markets in resource allocation and conducting economic activity. Intensifying globalization and development of markets have required the adoption of common institutional functions and standards, similar to the adoption of a common language in communications, which facilitate trade and capital mobility.
Adopting an orthodox approach for institutional reforms, however, does not take into account a country's unique circumstance and the interaction with other institutional features within the country. This view is supported by Rodrik (2008) , who argues that institutional reforms promoted, for example by the World Bank, IMF or WTO, presume the existence of a unique set of appropriate institutional arrangements the convergence to which is 'inherently desirable'. He also warns that the convergence to a firstbest practice does not'consider potential interactions with institutional features elsewhere in the system' and advocates institutional reforms based on the theory of the second best instead. 3 Along the lines of the theory of the second best, many governments have signed bilateral investment treaties (BITs) in the presence of domestic institutional functions in order to strengthen PRP, either as complements or substitutes to their domestic (PRP) institutional functions. A BIT is a legal instrument under international law between two contracting countries, the aim of which is to establish clear, simple, and enforceable rules for the reciprocation of foreign investment protection from the risk of government expropriation in each other's country. It identifies the circumstances under which expropriation can take place and the associated compensation standards, and establishes investment dispute settlement mechanisms, which facilitate foreign investment in the presence of imperfect domestic PRP institutional functions.
Against the theoretical debate underlying institutional reforms, the paper empirically examines the validity of this debate to Middle East and North Africa (MENA) countries. Thepaper empirically examines the influence of the second best approach for PRP comprised of BITs and domestic institutional functions (as well as the interaction between them) on foreign direct investment (FDI) flows to the MENA region, while controlling for the traditional FDI determinants. The paper compares such influence to that of the first best approach comprised only of domestic institutional functions. MENA countries provide room for improvement in performance of a number of domestic institutional functions. The paper selects treaties entered into force with high-income OECD countries, constituting about one-third of the number of treaties entered into force by 11 high-and middle-income 7 MENA countries, which aim to attract FDI flows. 4 MENA countries include both Gulf Cooperation Council (GCC) and non-GCC MENA countries.
The paper uses panel data for the period 1991-2007 and adopts feasible generalized least squares methodology to account for heterogeneity. Autocorrelation, both within and across panels, is accounted for. Empirical evidence suggests no influence of domestic institutional functions in most model specifications. However, in the case of non-GCC MENA countries, an improvement in the risk of investment expropriation has a positive influence on FDI flows.The influence of BITs alone is hardly significant in economic and statistical size in non-GCC countries, but significant in GCC countries. The joint influence of domestic institutional functions and BITs, as well as the interaction between them is positive in specifications containing investment expropriation risk and government stability in non-GCC MENA countries, and corruption in the case of GCC countries.
Empirical evidence also shows that location factors are important determinants of FDI flows to MENA countries. In GCC countries oil prices and labour force attract FDI flows, while oil production and inflation discourage them. Trade openness on the other hand has a positive though statistically insignificant influence. In non-GCC countries labour force and trade openness play a positive and statistically significant role in attracting FDI flows. Similar to GCC countries, oil production has a negative but marginally significant influence, while oil price has no statistically significant influence unlike in GCC countries.
The paper contributes to the development economics, international capital flows, and economic policy literature(s) in three main respects. First, it revisits the conceptualization of and policy debate on institutional reform approaches in the development economics and economic policy literature, and empirically examines it in international capital flows context for the first time in the literature. Second, it regards PRP as a multidimensional process, which involves a set of inter-related domestic institutional functions serving this purpose. Third, stemming from an institutional reform perspective, the paper focuses on a group of MENA countries and decomposes them into natural resource-rich GCC countries and human resource-rich non-GCC MENA countries. Each of these two groups of countries has common characteristics. This approach adds depth to our understanding of regional policy reforms.
The paper proceeds as follows. Section 2 discusses the findings of the empirical literature on the influence of domestic institutional functions on capital flows, the influence of BITs on FDI, in addition to the determinants of FDI in the MENA region.Section 3 discusses the proliferation of BITs, and the performance of domestic institutional functions and FDI in the MENA region. Section 4discusses the empirical 8 model and the testable hypotheses. Section 5 discusses the data and empirical issues and the estimation methodology adopted. Sections 6 and 7 discuss the empirical results and robustness checks, respectively, while Section 8 concludes.
Empirical literature survey
In this section we discuss three strands of the empirical literature. The first strand is on the influence of domestic institutional functions on capital flows. The second strand is on the influence of BITs on FDI. While the first two sub-sections report the findings of the literature, the third strand is MENA region-specific and discusses the determinants of FDI in the region. 5
Domestic institutional functions and capital flows
The influence of domestic institutional functions on the different types of capital flows has been empirically examined in the capital flows literature. In the FDI literatureit is found that better domestic institutional functions encourage FDI in different regions. Asiedu (2006) finds that less corruption, political stability, and legal system reliability promote FDI in Africa, a result that Naudé and Krugell (2007) share. Mishra and Daly (2007) reach similar results in examining FDI in host OECDand Asian countries. They find that the strength and impartiality of the legal system, popular observance of law, strength and quality of bureaucracy, and government stability have a direct effect on FDI. Focusing on US FDI in China, Du et al. (2008) recently examine the impact of economic institutions, including PRP and contract enforcement, on location choice among Chinese regions, and find that US multinationals prefer to invest in regions with better protection of intellectual property rights, lower degree of government intervention in business operations, lower level of government corruption, and better contract enforcement.
More generally in developing countries, Busse and Hefeker (2007) find that institutional functions, namely government stability, internal and external conflict, corruption and ethnic tensions, law and order, democratic accountability of government, and quality of bureaucracy, are highly significant determinants of FDI inflows. Daude and Stein (2007) find that better institutional functions have an overall positive effect on bilateral FDI. However, some institutional functions have more influence on FDI than others; these include government stability, law predictability, and quality of regulations and policies. Wei (2000) focuses solely on corruption and finds that corruption acts as a tax deterrent to bilateral FDI.
PRP institutional functions have an important influence on equity capital flows, i.e. both FDI and portfolio equity. In examining whether countries get more financially integrated through certain types of capital flows as opposed to others, Daude and 9 Fratzscher (2008) find that portfolio investment, compared to FDI and debt securities, is by far the most sensitive to quality of institutional functions. Similarly Alfaro et al. (2008) find that low institutional quality is the leading factor in explaining the lack of capital flows from rich to poor countries-the Lucas Paradox. Exploring the determinants of countries' external capital structure, Faria and Mauro (2009) find that the share of FDI and portfolio equity in countries' total external liabilities is positively influenced by quality of institutional functions, as well as educational attainment and natural resource abundance-better domestic institutional functions are said to tilt countries' capital structures towards equity and away from debt.
In the international debt literature, it has been found that better PRP institutional function increases the level and lengthens the maturity of international lending, and reduces the probability of financial crisis. Kraay and Nehru (2006) find that improvement in policies and quality of institutional functions largely reduces the probability of debt distress, and is roughly of the same order of magnitude as reductions in debt burdens. 6 Lane (2004) finds that better institutional function quality increases the level of external debt. 7 Mina (2006) and Mina and Martinez-Vazquez (2006) show that better contract enforcement and institutional stability increase the level and lengthen the maturity of international lending a country can attract.
In summary there appears to be four main findings of the above empirical studies.
First, the quality of domestic institutional functions positively influences capital flows. Second, better institutional function quality tilts countries capital structure towards equity and away from debt. Third, portfolio equity is more sensitive to institutional function quality than FDI. Fourth, from a geographical perspective the influence of domestic institutional functions on FDI has been examined in different regions with the exception of the MENA region.
The first and fourth findings are of special importance and relevance to this paper. The first finding lends major support to the first-best approach to institutional reforms typically called for by international organizations, such as the World Bank and IMF. The fourth finding clearly identifies a geographical gap in literature coverage, which this paper attempts to fill. (Egger and Merlo 2007) ; and the impact of treaties as proliferation across countries (Tobin and Rose-Ackerman 2006) . We briefly survey below these studies keeping in mind first the impact on FDI and second the finer strand addressed.We leave for the footnotes the empirical model and estimation methodology adopted.
BITs and FDI
UNCTAD (1998) examines the impact of investment treaties on FDI using both time series and cross-section analyses. Time series analysis has been conducted using data over 11 years and 200 BITs signed between 14 home and 72 host countries. The study finds that investment treaties have a positive, albeit not a strong effect on FDI flows. However, BIT impact is most statistically significant for the share of a home country partner in a host country's total inflows, and for the share of a particular host country in a home country's total FDI outflows. The cross-section analysis of the study has found a positive impact of investment treaties on the absolute level of FDI flows and on FDI flows relative to GDP. The overall conclusion of the cross-section analysis is that investment treaties play a minor and secondary role in attracting FDI, while the leading determinant appears to be market size.
A similar conclusion is reached by Hallward-Driemeier (2003) in examining the impact of ratified BITs on bilateral FDI flows from 20 home OECD countries to 31 host developing countries over the period 1980-2000. 8 She tests for the change over time in the property rights introduced with ratified BITs in three ways: (a) using a dummy variable that takes the value of 1 once a BIT has been ratified between a pair of source-host countries (the significance of the coefficient indicates the importance of the treaty), (b) using a dummy variable for a three-year post-ratification window to capture the time horizon over which a BIT might attract additional FDI, and (c) using a series of dummies for the year of ratification, and each year prior and postratification to see if there are consistent patterns across country pairs. She finds both negative and little positive impact of investment treaties on FDI in countries, and argues that this impact is possibly obscured by other changes occurring between the two contracting partners over time, such as lowering trade barriers, the increased knowledge of conducting business in the host country, and ratification of a tax treaty. She also finds that BITs complement rather than substitute for strong domestic institutions, and are more 'effective in settings of higher institutional quality and where institutions are already being strengthened.' Accordingly, she argues that This undermines a central rational for some of the less developed countries that enter into these agreements hoping to bypass the need to strengthen property rights and institutions more generally. Put differently, if host countries are committed to trying to attract more FDI, BITs have not provided a short-cut from the need to implement broader reforms of domestic institutions (ibid.: 21-2).
More recent studies have found a positive impact of BITs on FDI. Distinguishing between signed and ratified BITs, Egger and Pfaffermayr (2004) find that both signed and ratified treaties exert a significant positive impact on the stock of outward FDI of 19 home OECD countries into 54 host countries (both OECD and non-OECD) for the period 1982-97. 9 However, the impact of ratified treaties is higher than that of signed treaties. Similarly Neumayer and Spess (2005) find that BITs have a significant positive impact on FDI flows to 119 developing countries for a longer time period . 10 Also Tobin and Rose-Ackerman (2006) , in studying the impact of BITs contracted between home OECD countries and host developing countries during the period 1980-2003, find that the number of treaties contracted has a positive impact on FDI in subsequent periods but their marginal impact diminishes as the number of globally contracted BITs increases. Additionally, they find that a stronger political environment for investment and a better local economic environment are complements to BITs.
Accounting for the long-run dynamic effect of BITs on FDI and adopting a firstdifferenced generalized method of moments (GMM) estimator, Egger and Merlo (2007) use bilateral FDI stocks covering 24 home and 28 host OECD and transition countries in the period 1980-2001. 11 They find that the long-run impact of BITs on FDI is nearly double the short-run effect.
Focusing on the oil abundant GCC countries and arguing that the rationale for contracting BITs seems controversial and goes beyond attracting FDI to strengthening bilateral economic and political relationships, Mina (2009) finds that BITs contracted with high-income non-OECD countries have a positive influence and are more influential on FDI stocks than domestic institutions, contrary to Hallward-Driemeier (2003) . 12 On the other hand, BITs contracted with OECD and upper/middle-income countries have a surprisingly negative influence, and seem to be dominated by the significantly positive influence of domestic institutions on FDI similar to HallwardDriemeier (2003) .
Focusing on the political rationale of BITs, Desbordes and Vicard (2009) argue that foreign investors are likely sensitive to the quality of interstate political relationships, which negatively affects government expropriation of investment. In this respect BITs offset interstate political tensions. Using a gravity FDI model to empirically examine the impact of BITs on bilateral FDI stocks between 30 OECD countries and 62 OECD and non-OECD countries in 1991-2000, they find that the quality of interstate political relations significantly increases FDI, BITs have a positive effect on FDI stocks especially when interstate political relationships are tense, and the effectiveness of treaties increases with the quality of domestic governance suggesting that both domestic institutions and BITs are complements. 13 Observing the puzzle that BITs increase aggregateFDI flows despite the absence of evidence on increased investment by protected investors, Kerner (2009) offers explanations of the mechanisms through which BITs impact FDI based on international relations theories. He argues that ratified treaties can tie the government's hands through ex post costs of violating treaties or send a signal that the the year a BIT is ratified among two countries, (c) the sum of GDP in host and home countries (in log form), (d) the relative size of GDP in home to host country (in log form), (e) the relative tertiary school enrollment shares of home to host country (in log form), and (f) a time trend. They adopt a first-differenced GMM estimator.
12 The dependent variable is the stock of real FDI relative to GDP, while the explanatory variables are (a) the total number of BITs contracted, (b) domestic institutions measured by the International Country Risk Guide's political risk index, (c) relative oil production, (d) market size measured by real GDP, (e) the general price level measured by the GDP deflator, (f) human capital proxied by secondary education enrollment relative to total school enrollment, and (g) trade openness measured by merchandise imports.She uses panel data for the period 1984-2002 and instrumental variables estimation methodology to deal with endogeneity associated with reverse causal relationship between FDI on the one side, and external commitment mechanisms and domestic institutions on the other. government observes investors' property rights and is therefore trustworthy. 14 He tests two main hypotheses. First, BITs tie governments' hands and therefore encourage FDI flows from protected investors. Second, BITs send widely a credible PRP signal, and therefore encourage FDI flows from both protected and unprotected investors by the treaty.
In summary three main useful messages arise from these empirical studies. First, the influence of BITs depends on the degree of government commitment to PRP, and is surprisingly not always positive. Second, domestic institutional functions can complement or substitute BITs in attracting FDI. Third, the impact of BITs tends to diminish as the number of treaties contracted globally increases. None of these studies however has taken a developmental perspective at BITs vis-á-vis domestic institutional functions, and raised the question of how can policy makers improve PRP. Should countries reform domestic institutional functions independently of contracting BITs-a first best approach? Or should countries rather pursue institutional reforms by having both of them jointly-a second best approach? These two policy questions motivate and underlie the hypotheses examined in this paper.
FDI determinants in MENA region
The literature on FDI determinants in the MENA region is fairly recent and limited. Explaining the stagnating FDI flows (relative to GDP) to the MENA region between 1985 and 1999 , Chanand Gemayel (2004 focus on investment risk. They find that investment risk instability has been a key determinant in discouraging FDI into the region; investment risk stability increases the rate of return certainty, and becomes more desirable as investment risk increases. 15 In the European Union and North America, investment risk, as opposed to investment risk instability, explain FDI inflows.
Going beyond investment risk to market fundamentals, Onyeiwu (2003) examines whether the determinants of FDI flows affect the MENA region differently from other developing countries. Using data on 51 developing countries including 10 MENA countries for the period 1975-99, he finds that trade openness and privatization increase FDI flows to MENA, while corruption and bureaucratic red tape reduce flows to the region. Traditional FDI determinants, such as the rate of return on investment, infrastructures, economic growth, and inflation, have no effect. 16 Earlier Kamaly (2000) examines the factors influencing FDI flows to the MENA region using data on 11 countries-Algeria, Egypt, Kuwait,Lebanon, Libya, Morocco, Oman, Syria, Tunisia, Turkey, and Yemen-for the period 1990-99. He finds that FDI is highly persistent, and that real GDP growth rate has a positive influence on FDI in both the short-and long-run. 17 He also introduces other explanatory variables into the regression model-the rate of change and variability of the nominal exchange rate, democracy,the ratio of M2 to GDP as a measure of financial deepening, and creditworthiness variables. 18 However,none of the coefficients of these variables are statistically significant.
Also focusing on fundamentals was Hisarciklilar et al. (2006) who examine the influence of market potential on the stock of FDI in 18 MENA countries over the period 1980-2001. 19 Market potential includes both domestic and foreign markets.They find that domestic market size and intra-MENA region trade opportunities have a positive influence on the stock of inward FDI, and conclude that FDI in the MENA region is market-as opposed to resource-seeking.
FDI in natural resource-rich MENA countries has also attracted attention. Mina (2007) studies the location determinants of FDI flows to the GCC countries during the period 1980 , along Dunning's (1981 ownership-location-internalization (OLI) paradigm. 20 Estimates show that oil production, oil reserves, and oil prices have a surprisingly negative influence on FDI flows, contrary to expectations about positive association between oil resources and FDI.However, when expressing oil production relative to oil reserves, the influence becomes positive. Estimates also show that while institutional quality, trade openness, and infrastructure development have encouraged FDI flows, human capital has significantly discouraged them.
The findings of the MENA FDI determinants literature reveal two main points. First, for GCC countries natural resources and human capital discourage FDI flows, while institutional quality, trade openness, and infrastructure development encourage them. Second, more generally in MENA countries from market fundamentals perspective market potential encourage FDI, while evidence on economic growth is inconclusive. From institutions perspective, the level and stability of institutional quality positively influence FDI. Accordingly, what is common among these studies is that trade and institutional quality encourage FDI in the MENA region, a point we keep in mind in this research.
MENA domestic institutional function and investment treaties experience

Domestic institutional function performance
In assessing the performance of domestic institutional functions, we compare the PRP and political functions performance of the sample MENA countries to that of (24) OECD countries using International Country Risk Guide's (ICRG) political risk components. 21 The period under investigation is 1990-2008 in which BITs contracted by MENA countries proliferated. Table 1 shows the MENA countries average performance with respect to the risk of investment expropriation (labelled 'investment profile') and law and order is not far away from OECD average performance, contrary to common perceptions. Average MENA countries performance on risk of investment expropriation amounted to about 87 per cent while law and order amounted to 77 per cent. The performance on corruption and bureaucracy quality was poor, however, reaching about 55 and 52 per cent of OECD average, respectively.
20 The dependent variable is net FDI inflows relative to GDP, while the explanatory variables are: (a) oil resources, (b) oil price, (c) market size measured by real GDP , (d) human capital proxied by secondary school enrollment relative to total school enrollment, (e) trade openness measured by the sum of merchandise exports and imports relative to GDP, (f) infrastructure development measured by the sum of telephone mainlines and cellular mobile phones per 1,000 people, and (g) institutional quality proxied by the rule of law indicator. Oil resources are measured using three different approaches: (a) reserves, (b) production, and (c) oil production relative to reserves. All variables are in log forms. He uses fixed/random effectspanel data models.
Within the MENA countries, the GCC countries scored higher than non-GCC countries. The average performance of GCC countries on investment expropriation risk, law and order, and bureaucracy quality was nearly 20 per cent higher than that for non-GCC countries, but about 13 per cent lower on corruption.
As far as political institutional functions are concerned, the average performance fared better than PRP average. Government stability was better in the MENA region than in the OECD countries and outperformed it by 12 per cent. Performance on ethnic tensions, external, and internal conflict amounted to 93 per cent, 90 per cent, and 86 per cent, respectively. The worst performance, however, was on democratic accountability accounting for about 40 per cent of OECD average. Within the MENA region, the GCC countries performed on average better than non-GCC countries except for democratic accountability.
Individual country performance is provided in Table 2 . Oman had the highest average score on investment expropriation risk, Jordan on corruption and democratic accountability, Bahrain on law and order, and on bureaucracy quality with the UAE, Morocco and Syria on government stability, Qatar on ethnic tensions, Tunisia on internal conflicts and religion in politics, Algeria on external conflicts, and the UAE on bureaucracy quality together with Bahrain on military in politics.
What these statistics suggest is that based on investment expropriation risk alone there might not be enough justification for MENA countries to sign BITs, however. There are other institutional functions, both PRP and political, that may have been associated with contracting BITs and therefore should be considered when assessing institutional reforms.
BITs entered into force
The MENA countries have entered into force 300 treaties in total, as Table 3 shows, one third of which are with high-income OECD countries. 22 Egypt entered into force the largest number of treaties (64), followed by Morocco (35), and Kuwait (33). Excluding Libya which has been embargoed internationally until the first half of the 2000s, Saudi Arabia accounted for the least number of treaties. Morocco ratified the largest number of treaties with OECD countries (13) followed by Egypt (12), and Tunisia (11). Table 4 shows average FDI flows to MENA countries in the period 1985-2008. Among the non-GCC countries, Egypt attracted the highest level on average amounting to US$2.3 billion, while Syria attracted the least (US$0.3 billion). Among the GCC countries, Saudi Arabia and the UAE attracted the highest levels amounting on average to US$4 billion and US$3 billion, respectively, followed by Qatar, Bahrain, Oman, and Kuwait.
Association between FDI inflows, domestic institutional functions, and BITs
17
The correlation between FDI inflows, domestic PRP institutional functions, and BITs for all MENA countries and for the GCC and non-GCC countries separately is provided in Table 5 . FDI inflows are mostly correlated with investment expropriation risk on the PRP side and government stability on the political side. An improvement in expropriation risk is positively associated with FDI inflows to the MENA countries.
Among the different income classifications of BITs, FDI inflows are mostly associated with those entered into force with high-income OECD countries in the sample countries. However, the country breakdown shows that this association is significant only in the non-GCC countries. In addition OECD treaties have mostly been associated with investment expropriation risk and government stability in non-GCC countries and government stability and investment expropriation risk in GCC countries, as Table 6 shows.
Empirical model and hypotheses
Empirical model
Gravity models have been increasingly used in empirical studies to explore bilateral FDI flows, such as Bellacket al. (2008), Bevan and Estrin (2004) , Desbordes and Vicard (2009), Frenkel et al. (2004) , Hallward-Driemeier (2003) , and Wei (2000) . However, in the absence of bilateral FDI flows data on MENA countries, adoption of a typical gravity model becomes infeasible.
We should note, however, that gravity models in essence constitute an extension of the location advantage hypothesis of Dunning's (1981) OLI paradigm. The location advantage hypothesis argues that for a multinational corporation to invest abroad location advantages have to exist in the host market. These advantages include natural and human resource endowments, market size, level of economic development, degree of openness of the economy, conducive economic policies, and PRP.
Of the many location advantages that characterize the MENA region, natural and human resource endowments stand out. In the MENA region, natural resource endowments include both oil (O) and natural gas reserves (G), which attract resourceseeking FDI. Resource-rich MENA countries in the sample include Algeria (O/G), We use annual FDI flows rather than FDI stocks to examine PRP influence, through domestic institutional functions and BITs, on changes in FDI stock. Also we use the level of FDI flows as opposed to the ratio of FDI flows to GDP in order to capture the change in FDI stocks directly and not their relative weight to the host country. 26 We normalize FDI flows by population size to account for differences in size of economies as a robustness exercise, as discussed in Section 8.
The inclusion of a lagged dependent variable in the empirical model serves two purposes. First, it accounts for the persistence in FDI flows, especially when these flows are related to natural resources. Natural resources require flows of foreign investment over time. Second, it mitigates the likely upward bias in the influence of BITs and domestic PRP institutional functions on FDI flows. This bias likely results from the lack of bilateral FDI data and the consequent modelling of BITs as BITs as further discussed in the next section. We expect the variable coefficient to be positive.
BIT is the total (cumulative) number of BITsentered into force. We use BITs entered into force as opposed to signed treaties to account for actual commitment to PRP by contracting MENA countries. Treaties are expected to reduce political risk and strengthen PRP, and encourage FDI inflows. Therefore the coefficient of BIT is expected to be positive.
INSTITFN is domestic PRP institutional function. Because PRP is a multidimensional process, we model PRP using four ICRG political risk components: investment profile, corruption, law and order, and bureaucracy quality. These four functions are outcomes of the legal and judicial systems and government bureaucracy, and are essential to PRP.Investment profile refers to the risk of investment expropriation, profits repatriation, and payment delays, clearly influencing PRP. Corruption is a threat to PRP as it enables people to assume positions of power through patronage rather than ability, constituting a threat to the rights of foreign investors as they facilitate government expropriation of investment or when direct conflicts with those patrons arise. Law and order refers to the strength and impartiality of the legal system as well as the popular observance of the law. Quality of bureaucracy refers to bureaucracy governing without drastic changes in policy when governments change. Higher scores on these political risk indices indicate better performance. A positive coefficient for each of these functions is expected.
In addition to the four PRP institutional functions, we also add government stability, a political institutional function, based on the correlation between FDI, the different domestic institutional coefficients, and BITs of Tables 4 and 5 . Government stability refers to the ability of the government to carry out its declared programme(s) and stay in office. A positive coefficient of government stability is also expected.
BITINSTITFN is an interaction term between domestic institutional functions and BITs. This term is included to allow for the interplay between domestic PRP institutional functions and BITs. A positive coefficient indicates that institutional functions and treaties complement each other, while a negative coefficient indicates if they are rather substitutes.
OIL and PRICE are oil production and prices, respectively. 27 Because oil production requires capital and technology, we expect the OIL coefficient to be positive. Similarly higher oil prices encourage the supply of oil, up to a limit in OPEC countries at least, and thus we expect a positive PRICE coefficient similarly.
LABOUR is included to account for human resource endowments in MENA countries. Some measure of labour productivity or unit labour cost would be ideal if we need to reflect the wage differentials between home and host countries. 28 Alternatively some measure of education, such as the share of secondary school enrolment in total school enrolment, would be ideal to account for human capital. However data on labour productivity measures and on secondary school enrolment are largely missing. 29 We would expect a positive LABOUR coefficient.
TRADE is a measure of the degree of openness of the economy. An open economy is conducive for FDI flows, and therefore we expect a positive coefficient. INFLATION is a proxy for macroeconomic stability in the economy. A higher inflation rate is an indicator of lower macroeconomic stability and real incomes, and therefore discourages FDI flows. A negative coefficient is expected.
27 See footnote 26 on the correlation between oil production and domestic market size. 
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WFDIFLOWSis included to take into account the business cycle in the global economy. MENA countries are likely to obtain more FDI flows with expansion of the world economy and global FDI flows. A positive coefficient is expected.
Testable hypotheses
We use the above empirical model provided by equation (1) to test whether the second best approach to PRP institutional reform, as opposed to the first best approach, has a positive influence on FDI flows to the MENA countries. As mentioned in the introduction, the first best comprises domestic institutional functions only, whereas the second best comprises both domestic institutional functions and BITs. Table 8 , we use natural logarithm. To get around zeros and negative value, we use the same approach adopted by Blonigen and Davies (2004) and Neumayer and Spess (2005) . 30 If the value of FDI flows is zero, we add one dollar and take the natural logarithm, resulting in a value of zero; otherwise we would have obtained no value as the log of zero does not exist. If the value of FDI flows is negative, we take the negative of the natural logarithm of the absolute value of FDI flows. The same approach is used with INSTITFN and OIL.
Data on BITs are also obtained from UNCTAD's FDI online database. We classified contracting partner countries for each of the 11 MENA countries into high-income OECD, high-income non-OECD, upper middle-income, lower middle-income, and low-income countries. 
Empirical issues and estimation methodology
The lack of bilateral data on FDI flows has constituted an empirical challenge for this study. Unlike previous studies which adopt gravity models and use bilateral FDI flows, this study uses FDI flows at the aggregate level. This limitation has affected the consequent modelling approach of the BITs entered into force and likely results in an upward coefficient bias of BIT (entered into force as opposed to signed), if there are positive FDI flows from contracting partner (home) countries with which there are no treaties entered into force. 34 The adopted modelling approach implies that BITs are de facto assumed to be equal in PRP strength. While this assumption can be argued against, it is not totally unrealistic from a legal perspective given the tendency to adopt 'standardized' clauses in many treaties. In addition there is not much variation in PRP strength among countries with similar income levels, and therefore we do not expect to have treaties with remarkable differences in the degree of PRP to be achieved.
In estimating the empirical model, there are a number of empirical issues that we need to consider. These are heterogeneity, endogeneity, and autocorrelation. We will discuss each issue in turn.
Heterogeneity
The performance of MENA countries with respect to FDI inflows, domestic institutional functions, and BITs is heterogeneous,as discussed in Section 3, and therefore is likely to generate heteroskedasticity in the error term. Thus we split the 31 Lebanon is excluded from the sample due to the civil war and political unrest, which have plagued the country until recently, and the absence of natural resources, an important explanatory variable in the empirical model. sample into GCC and non-GCC countries, and conducted a likelihood ratio (LR) test for heterogeneity. The p-values of the LR test for all model specifications were significant at the 1 per cent level indicating a failure to accept the null hypothesis of homoskedastic error term. 35 Therefore we decided first to adopt a feasible generalized least squares estimation (FGLS) approach. Appendix B provides the LR test statistics for the full sample and the two sub-samples for the different model specifications.
Endogeneity
Endogeneity in the model results from simultaneity and variable omission associated with unobservable country effects. Simultaneity arises from the reverse causality between FDI inflows on the one hand and BITs entered into force and domestic institutional functions on the other. 36 While BITsentered into forcemay influence FDI inflows, FDI inflows may also encourage FDI home country governments to contract investment treaties to protect the property rights of their investors abroad. Simultaneity also arises from the reverse causality between FDI inflows and the different domestic institutional functions, especially when foreign investors are major multinational corporations, such as those operating in mining and petro-chemicalsand financial and telecommunications services in the MENA region.
Variable omission can be associated with unobservable country-specific effects, such as the degree of strength of foreign relationships a GCC country has with the rest of the world, including countries with which BITs are contracted. It can also be associated with omitted variables related to ownership advantages that foreign corporations have. This in turn results in correlation between the explanatory variables and the error term and in biased OLS estimates.
To overcome the endogeneity issue, we use lagged explanatory variables, similar to Neumayer and Spess (2005) and Tobin and Rose-Ackerman (2006) . Adopting an instrumental variables estimation methodology and dynamic panel regression are other approaches to the endogeneity problem. However with the dearth of data on MENA countries, the selection of instruments becomes a very difficult and an ad hoc exercise.
Autocorrelation
For autocorrelation, we conducted the Wooldridge test for autocorrelation in the idiosyncratic errors of a linear paneldata model, as suggested by Wooldridge (2002) . 37 The null hypothesis of no serial correlation was rejected only at the 1 per cent significance level for the full sample and at the 5 per cent levels for the subsamples suggesting thepresence of autocorrelation.Appendix B provides the test statistics for the full sample and the two sub-samples for the different model specifications. Accordingly we account for autocorrelation, both across and within panels, in regressions.
Empirical results
The iterative FGLS estimates for non-GCC and GCC countries sub-samples (with and without the interaction term BITINSTITFN) are provided in Tables 9A and 9B , respectively. Estimates are provided after accounting for heteroskedasticity and within-and cross-panel correlations.Each column corresponds to an institutional function.
Empirical results with no model interaction term
The influence of BITs is positive and statistically significant at the 1 per cent level in all specifications for GCC countries and statistically insignificant in nearly all specifications for non-GCC countries, in Tables 9A-1 and 9B-1. For example, in column 1 of Table 9B -1, BIT coefficient suggests that for a GCC country a treaty entered into force with an OECD country increases FDI flows on average by 29.6 per cent (holding other explanatory variables constant).
Domestic institutional functions do not have a statistically significant influence in both sub-samples in almost all specifications. Only in GCC countries, the influence of investment expropriation risk is positive, but marginally significant.
The lagged dependent variable is positive and statistically significant in all specifications for all three tables suggesting persistence in FDI flows to MENA countries. However, it should be noted that the magnitude of persistence is much higher in GCC than in non-GCC countries. In the first specification of Table 9B-1 Location factors are important determinants of FDI flows to MENA countries. In GCC countries oil prices and labour force attract FDI flows, while oil production and inflation discourage them. Trade openness on the other hand has a positive though statistically insignificant influence. In non-GCC countries labour force and trade openness play a positive and statistically significant role in attracting FDI flows. Similar to GCC countries, oil production has a negative, but marginally significant influence, while oil price has no statistically significant influence unlike GCC countries.
What is common to both GCC and non-GCC countries is the positive influence that labour force exerts on FDI flows. However, it should be noted that the magnitude of labour force influence is 60 per cent to 100 per cent higher in GCC countries than in non-GCC countries.
The association between world business cycle and FDI flows differ in the two country groups. FDI seems to flow pro-cyclically to non-GCC countries, i.e. with the world business cycle, but counter-cyclically to GCC countries. FDI outflows from GCC countries during world business cycle can be one possible interpretation for this result.
Empirical results with model interaction term
Including interaction term into the regressions has not changed the estimated influence of human and natural resource endowments, trade openness, macroeconomic stability, and world business cycle. However, the estimated influence has changed slightly for domestic institutional functions and BITs. Results show that in GCC countries the statistical significance of BIT coefficient drops from 1 per cent level in all specifications to at least 5 per cent level in only two specifications containing corruption and government stability (Table 9B -2). In the specification containing corruption, the coefficient of the interaction term is statistically significant at the 1 per cent level and is negative. This suggests that entry into force of a BIT reduces FDI flows when the country has less corruption. Therefore, less corruption and BITs tend to be substitutes in GCC countries. The same applies for government stability.
In non-GCC countries, the inclusion of the interaction term has changed the influence of domestic institutional function and BITs. Of the five model specifications, the specifications containing investment profile or risk of investment expropriation and government stability are worth discussing. The magnitude and statistical significance of INSTITFN in the investment profile specification has increased significantly, while its sign in the government stability specification has turned positive and statistically significant at the 1 per cent level. An improvement in investment expropriation risk and in government stability by 1 per cent increases FDI flows by about 1.5 per cent and 3 per cent, respectively. Also BIT coefficient has turned positive, and its magnitude and statistical significance increased to the 1 per cent level. The coefficient of BITINSTITFN is negative, suggesting that FDI flows less to countries with better risk of investment expropriation and government stability, suggesting these BITs and these two functions are substitutes in the non-GCC MENA countries.
Hypothesis testing
With the above results in place, we can now turn to discuss hypothesis testing, as specified in Section 4.2.For the first hypothesis of no influence of domestic institutional functions, it is clear that we fail to reject the null hypothesis in most model specifications, whether we include an interaction term or not, and for both GCC and non-GCC countries. In the case of non-GCC countries, the risk of investment expropriation has a positive influence on FDI flows, whether we include an interaction term or not, suggesting the importance of this institutional function for attracting FDI flows.
Examining the influence of BITs alone, which is the main component for conceptualizing the second best, the influence is different in GCC and non-GCC countries. In non-GCC countries, such influence is hardly significant both in economic and statistical size. In the only specification where it is statistically significant, an increase in the number of treaties by 1 increases FDI flows by about 25 0.4 per cent. In GCC countries, BIT coefficient is significant economically and statistically and suggests that its influence on FDI flows is about 30 per cent.
For the second hypothesis of no influence of domestic institutional functions and BITs, as well as the interaction between them, we can see from Tables 9A-2 and 9B-2 that the joint influence is positive in specifications containing investment expropriation risk and government stability in the case of non-GCC countries, and corruption in the case of GCC countries.
Robustness checks
As mentioned in the empirical model sub-section (4.1), we normalize FDI flows by population size to account for differences in economy size. Results are reported in Tables 9C and 9D for non-GCC and GCC countries, respectively.
For non-GCC countries, as Tables 9C-1 and 9C-2 show, the coefficients of the lagged dependent variable are statistically significant in almost all specifications and of comparable magnitude to those in Tables 9A-1 and 9A-2. In Table 9C -2, the coefficients of domestic institutional functions, BITs, and the interaction term are significant in specifications 1 and 5 including risk of investment expropriation and government stability, similar to those in Table 9A -2. LABOUR coefficients drop to less than half of those in Table 9A -2 but still positive and statistically significant at the 1 per cent level.
For GCC countries, as Tables 9D-1 and 9D-2 show, the coefficients of the lagged dependent variable are statistically significant in all specifications and of comparable magnitude to those in Tables 9B-1 and 9B-2. The coefficients of other explanatory variables are also similar in magnitude and statistical significance.As in the case for non-GCC countries, LABOUR coefficients for GCC countries drop but not as much.
Concluding remarks
This research has explored the issue of how MENA countries can approach institutional reforms aiming at attracting FDI flows to the region. Should MENA countries in strengthening PRP focus on reforming domestic institutional functions alone-a first best approach-or should they reform domestic institutional functions together and contracting BITs at the same time?
This paper helps us draw a number of conclusions. First, conceptually the paper helps us conceive a second best approach to PRP institutional reforms. A second best approach to institutional reform should consider not only domestic institutional functions and BITs, but also the interactionbetween them.Second, from a policymaking perspective, policy makers ought not to think of MENA countries as one group of homogenous countries. Not only do MENA countries have different endowments, but they also differ in their institutional functions performance. Also evidence reveals that in non-GCC MENA countries improvement in the risk of investment expropriation and government stability are particularly influential domestic institutional functions for FDI flows, while in GCC countries corruption matters. Third, natural and human resource endowments matter to FDI flows to MENA countries.
Finally in answering the title question of whether there is one best that fits all MENA countries, the evidence seems to give a nod. Second best fits all MENA countries, but we need to be specific about the relevant domestic institutional functions in order to attract more FDI to either group of countries. Author's calculation.
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